HM CUSTOMS AND EXCISE 

VAT: REVIEW OF SERIOUS MISDECLARATION PENALTY AND 

DEFAULT INTEREST 
KEITH HI 



Keith Committee 

1. Keith III (serious misdeclaration penalty and default interest) was 
introduced on 1 April 1990 as the final part of the civil penalty regime 
recommended in 1983 by the Committee on the Enforcement Powers of the Revenue 
Departments (chaired by Lord Keith of Kinkel) and enacted in the Finance Act 
1985. The package decriminalised most VAT offences and was designed to 
improve the timely receipt of VAT returns and payments and the accuracy of 

those returns. 

2. The package was intended to achieve a careful balance between the 
interests of the individual taxpayer and the Exchequer and to improve both the 
fairness and the efficiency of the arrangements for collecting VAT. The 
Government’s original proposals, as put forward in 1984, were modified to take 
account of a number of well founded comments and representations, and altered 
the balance somewhat towards the taxpayer. 

Keith I and II 

3. Earlier parts of the package were brought into force in 1985 and 1986. 

Initially (under Keith I) civil penalties were introduced for evasion, late 
registration, the unauthorised issue of tax invoices, breaches of walking 
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possession and regulatory offences. Default surcharge for late payment by the 
taxpayer and repayment supplement as compensation for the taxpayer where 
Customs were unreasonably late in making repayments, (Keith II), followed a 
year later. 

4. Both earlier parts of the regime have been reviewed. Significant 
easements in Keith I were introduced by means of the Finance Act 1988. In 
particular, a single 30 per cent rate of penalty for late registration was 
replaced by a three-tier rate, 10, 20 and 30 per cent according to the degree 
of lateness and warnings were brought in as a preliminary to a penalty for 
regulatory offences. 

5. The civil penalty regime for evasion and default surcharge has been 
reviewed subsequently. In general, these reviews suggested that the 
arrangements were working reasonably well, and Ministers decided that no 
significant changes were necessary. 

6. The current review of Keith III will not involve a further full review of 
those earlier phases of the Keith regime. But its recommendations will need 
to take into consideration Keith I and Keith II in ensuring that a revised 
penalty regime is coherent and equitable; and in so doing the review may 
suggest changes to these earlier phases. 



Keith HI: Serious misdeclaration penalty & default interest 

7. The object of the Keith III regime is to improve compliance. Customs 
staff discover annually well over £1 billion of tax misdeclared on returns. 

The regime was put onto the statute book in the Finance Act 1985, with a 
number of changes to alleviate original Keith recommendations. Most important 
were the provisions for voluntary disclosure, whereby a taxpayer can avoid 
liability to SMP (though not to interest) if errors are voluntarily disclosed 
to Customs and the facility for taxpayers to escape penalty by satisfying 
Customs or a VAT Tribunal that there is a reasonable excuse for the error. 
Following a consultation exercise, the other main change before the regime 
began to operate in April 1990 was the facility for taxpayers to avoid both 
penalty and interest if errors netted out to less than £1,000 and the 
adjustment was made in their VAT account. 
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8. When introduced on 1 April 1990 the regime had the following main 
features: 

Serious misdeclaration: 

If the amount underdeclared or overclaimed for an accounting period: 

equals or exceeds 30 per cent of the true amount of tax for that 
period; or 

equals or exceeds both £10,000 and 5 per cent of the true amount of 
tax for that period. 

then a penalty originally at 30 per cent of the tax involved may be imposed. 

Liability to a penalty is avoided if the trader can satisfy Customs or a VAT 

Tribunal that there is a ’reasonable excuse’ for conduct that gave rise to the 
error. 

9. Default interest is restitution at a commercial rate imposed on 
underdeclared and overclaimed tax. 



Administrative Relaxation in the regime 

10. Customs monitored very carefully the operation of the regime from April 
1990. It soon became clear that the voluntary disclosure facility, which was 
seen as vital in encouraging taxpayer compliance, was not working as hoped. 

In November, in response to widespread concern, Customs relaxed the rules so 
that voluntary disclosures would normally be accepted at any time. This was 
announced to the Joint VAT Consultative Committee (JVCC) - the forum for 
consultation with business interests on VAT issues - and applied 
retrospectively to 1 April 1990. It was widely welcomed. 
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Budget Changes 



11. Customs continued to look closely at how the regime was working and 
continued consultations with the JVCC. The package announced in the Budget 
reflected a response to the most acute concerns. 

12. The Chancellor announced that pending the outcome of the review the rate 
of serious misdeclaration penalty would be reduced from 30 per cent to 20 per 
cent for penalties assessed by Customs from 20 March. 

13* Also from 20 March, Customs introduced further flexibility in the way 
they administer the penalty regime. First there will be a ’period of grace’ 
during which serious misdeclaration penalty will not normally be imposed on 
misdeclarations made on VAT returns. This ’period of grace’ will extend from 
the end of a prescribed accounting period to the due date for furnishing the 
VAT return for the following accounting period. 

14. Secondly, serious misdeclaration penalty will not normally be imposed 

when a VAT return for a registered trader is misdeclared but this has been 

corrected by a compensating misdeclaration in respect of the same 

transaction(s) for the following accounting period with no overall loss of 
VAT. 

15. Customs are also, at the suggestion of the JVCC, looking to produce a 
handy checklist of the most common errors in VAT returns, to help traders 
avoid making mistakes which could lead to a penalty. 



The Review 

16. The review will cover all aspects of the Keith HI regime; but in order 
to help focus discussion some issues are listed below: 

a. Does the penalty regime overall sufficiently distinguish between the 
fraudulent misdeclaration and the negligent, or careless error? 
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b. The Keith III regime is based on the certainty of automatic 
penalties related to quantified errors, so that tax payers know 
where they stand. Is a discretionary system of penalty preferable? 

If so who should operate it, within what guidelines, and in what 
circumstances? What practical problems might arise, and how could 
they be dealt with? How might this impact on Keith I and Keith II? 

c. Is the technical underpinning of the regime (particularly ’true 
amount of tax’) conceptually right and practically workable? 

d. Is the basis of interest as commercial restitution sound? What 
might be its effect in later years? 

e. Are there particular problems for small businesses? Can these be 
alleviated while maintaining equity with medium and larger 
businesses? 

f. How soon could any revised system be put into operation; what would 

be the compliance costs for taxpayers, and the resource costs for 
Customs (themselves a burden on the taxpayer at large)? 



Conclusion 

17. As part of the consultative process, a special meeting of the JVCC will 

be held towards the end of the year. The review may well involve meetings in 

the interim with trade interests and others. The ground to be covered is 

extensive, and will, as is shown above, involve detailed examination of 

technical matters, as well as matters of broad policy and structure. Against 

this background, it is essential that the deadline for responses should be 
met. 
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